
callinr zones. Those zones bear no direct relationship to traditional wireline local calling
areas. We can expect new LSCs to do the same, seeking competitive advantage through
how they deaicn their "local exchange" product.

Intimately, the problem becomes one of how "local exchance service" is to be
defined. Yet the conventional view pnerally does not even recognize this as an issue.
Perhaps that is because the issue is 80 complicated and raises so many difficult
implications. Admittedly, there generally is a common understandinC of the concept in a
monopoly world -- a concept based around the zone in which the LEe chooses (with
reculatory approval) to oirer non-usaee-sensitive service rather than per-call toll. lal
But in a competitive world. it becomes far less clear where such lines will be drawn, and

. how much involvement rerulators will retain in that process. As the next sectiOD
demonstrates, it will become increasinpy important to wrestle with these issues.

II. Reconcentration as a Potential Consequence of Local Exchan,e
Competition

The precedinr section demonstrates that the conventional view of local
competition is flawed in two major respects: That view icnores the fact that <a) new
entrants will focus on end user customers rather than IXCs, and (b) those Dew entrants
are not required to respect traditional market definitioDS. As a result, the conventional
view's asaumption that local competition will simply increase existing supply diversity is
also flawed. It is more likely that local competition could lead to reconcentration of the
telecommunications marketplace, at least absent adequate market safeguards.

The "Multi-Bottleneck" Dilemma

It is pnerally assumed that local competition will eliminate the local
exchange bottleneck of the LECs. However, the reality is that exchanee competition
simply substitutes" "multi-bottleneck" for the "siDcle bottleneck" of today. Indeed, local
competition is unlikely to substantially reduce access rates for IXCs at all HI.

lJI Malt of the -common undIrItandlng- of the exdNInge concept today arises beQuse these boundaries
.....riled from prior genMIIons Of regullltors and LEe managements. These boundaries. of course, are
• vuInMIbIe to contempcnly aMIIenge • any new boundary proposed In a competitive wor1d. The
incDn.I..... between the ""'I concept Of -exchange- (i.e.• local and IntraLATA toll) and the traditional
concept of -.ocal exchange .w:.- are I demonItration of the complexities to come in defining the
responsIIIIies of CMier'I in I wortd of local -exchange - competition.

HI we.. not overtooklng ... opportunity for IXes to avoid interoffice LEe transport through substitution
Of tIMIir own dedicated circuits or thole of Mother vendor. But. we have shown. such circuits are a relatively
.... element of overall toQI network revenues. Again, we estimate that roughly 90% of RBOC switched
access revenues depend upon control of the subscriber's loop.

- 9-



This fact ariIes becauae local competition does not create any competitive
preuure to briDe down accel8 prices. Exchanee competition only means that end user
customers in some locationa now will have a choice as to who will be their local loop
provider: the traditional LEe, a cable company, or perhaps some other vendor. But long
distance and iDformationlervices companies who need access to a customer's loop still
will face a bottleneck. TIley still will have to deal with the LSC selected by the customer
•• whoever that LSC ma, be, and recopizi.ne that a customer may switch LSCs from
time to time. They will require acceu to a spec:ific customer loop in order to sell services
to that customer. And they will require access to all customer loops in order to terminate
a customer's communications anywhere in the "exchange" area.

This multi-bottleneck dilemma creates an entirely new and more
complicated set of competitive problems than exists today. In the traditional "single
bottleneck" world replation focused almost entirely on the price that the monopoly LEe
charged others for the use of its network. ReruIation became more difficult as long
distance competition becan, because then LEes had an incentive to use their bottlenecks
in an anticompetitive fashion. In fact, the problem became so serious that the radical
step of divestiture was necessary in order for long distance competition to take root.

The multi-bottleneck dilemma exacerbates this problem for two reasons.
First. and most obviously, lone distance companies and other service vendors now will
face potentially umeasonable priceS from several bottleneck LSCs rather than just one.
Reculators will be expected to ensure that the toll to the information highway is not set
at excessive levels, no matter who the LSC gatekeeper may be for a given customer
location. Alain. local exchanee competition itself does not create meaningful competitive
pressure to brine down the access costs of IXCs. Once a LSC has sold a customer a local
loop (in competition with any other LSC). it can then exploit the loop against third
parties who require acceu to it. ill

Second. the multi-bottleneck also complicates discrimination issues that
already !lave been so dif6.cult to address in a monopoly world. For example. one of the
moat important -. but least-recognized •. benefits of fiber optic technology is its ability
to spur large increases in supplier diversity. The national "information highway" is a
shared resource carryine the traf1ic of all users together; all users collectivelY contribute
to total economies of scale. Furthermore, the incremental cost to increase capacity is
trivial. These facts mean that both small users and lares ones impose substantially the
same costs on the network. The liberating consequence for diversity would be that the

jJJ M e rel8ted matter, we nate that the mull-bottleneck will ere"e new 8dmlnistrative costs for long
diIe8nce compenies end oIhers who now wII heve to heve _perate Interconnedion end billing arrangements
wIh every LSC. We asurne thIt newcIe~ wit develop to 8Cldress this problem, 8S well IS such
__ IS network ntconflgur8tion when e customer chIInges LSCS.
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network,·woperly prieed, should be more available than ever to small entrepreneurs who
want to offer new services in competition with the telecom giants of today.

In a monopoly enviroDment LEC. had no particular reuon to discriminate
in favor oflarp usera (such as AT&T)t 80 they were more likely to recover common
network costa equally &0. all network uers. In a tiber optic worldt those common costs
are a much 1arpr perceatap of total LEC cost than in the put. With "competitive"
entryt however, LEC. have lOupt pricine flexibility 10 that they can impose a lower
proportion of thOle costa on thoee carrier customers in the best position to avoid them.
AB a result, the larpat uaers sUch as AT&T (but Dot smaller users) have been able to
obtain acceu rates closer to incremental cost.

This discrimiaation problem will increase in a world of full exchange
competition. Yet the implications for diversity and customer choice are disturbing if
LSCs (whether LECs or cable companies or new entrants) tend to charge large
incumbent customers a lower fee to use the shared resomce of the information highway
than others.

TIae "Full SenJice" Dilemma

DilcriminatioD issues will take on an even more serious cast because of the
el'CNlion of the liDe between exchani& services and lone distance (and information)
products. Here it is critical to note that the term "locallerVice carrier" is in many ways a
misnomer -- even IeaviDe aside the problem of de6njDelocal service that is discussed
above. In the future we expect 18C. to offer a full ranee ofbundled products in
competition with staDd-a1eDe lone distance companies and information service providers.
AB a resultt thoee LSC. will have a strong incentive to favor themselvest and use their
bottleneck control in an anticompetitive fashion.

We funy recopize that today the MFJ imposes limits on the ability of the
RBOCs to offer interLATA services. We also recopize that LEC bundling and related
cli8crimiDation may be constrained somewhat by other reruJ.atory rules. HI Of COur&et
the effectiveness of such rules is a matter of creat debate. Our major point here,
howevert is that these rules never were intended to provide a coherent framework of
protection to lonl distance and information vendors in the context of local exchange
competition.

1W For....... LEC~ could be limited by relevMt equal access rules. the FCC's ONA and
-COfIIPIRbIY effIdent 1nIeraaI rules" IppIIcabIe when LECs offer lnfonnMIon services in compeUUon
will ..... of alIw comp the FCC's rulltllimlting LEC bundling of~ seMces and
~. Odw rwIevMt~ proviIions include the FCC's "video dialtone- rules governing LEC
pnMIion of tellMllon. Ind ace•• rules IppIIcabIe to cable teIeviIion openItors. A discussion of the relative
effecttverMtII of these rules would go far beyond the scope of this paper.
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In particular, most of these rules would not apply to the new LSC entrants.
AuumiDe that the MFJ restrictions will remain in place for at least several years,
cWlcrimiDation by new LSC. in favor of themselves may be the most imminent market
problem. This trend can reuonably be derived from the factors noted above. We have
demonatrated that for local competition to succeed, it must establish itself with the end
user. To attract subecriben, we expect new LSC. to o1fer a full ranee of bundled
products, thereby exploitiae the weabel888 of incumbent LECs and !XCs. 11/ Perhaps
just as importantly, the nbecriber's selection of a 1sa1 telephone company is likely to be
a more difticu1t decision than Ieleetion of a toll carrier. .18J Ifso, then any entrant that
could convince a subscriber to thoose its local service should have little difficulty winDing
the .ublCriber's lone distance traflic. We can euily imaline, for example, a cable
company o1ferinr free lone distance minutes when customers buy movies, or similar
bundled marketinc packaps.

All of this may be statine the obvious because such bundling opportunities
are consistent with the "converpnce" trends so much in the news today. Yet the result
would be to create serious cWlcrimiDation danrers because LSCs will have strong
incentives to favor their own lonr distance services, and to deny other vendors
reuonable access to customer loops. As these "full service companies" ("FSCs") expand
in the market, lone distance carriers could well experience the same difficulties
competine with those FSC. in the oyerall toll market as they do competing with the LEC
for intraLATA toll today. .1II Information service companies could face the same
di11iculty competing with the FSC's own information products.

Reconcentration: A Possible Outcome

Left unchecked, these conditions could well lead to sicnificant
recoD.centration of the telecommunications industry. We believe that it is unreasonable

f1J Metropolitan Fiber Systems already has begun to im~ement this strategy in some locations.

11' Customers are likely to be more risk averse in choosing a local service provider than an IXC, even
leaving aide that long distance competition hu by now become a familiar concept. The local eXchange is the
piIth for both emergency calls to the police and fire department, and routine but important calls to most friends,
family, and business USOCiIItes. It also Is worth noting that in the ear1y days of long distance competition
CUIlomers wtn able to exp8Iiment with new entrants without dropping AT&T service by dialing access codes
(and such code caRing continues today). But local service competition will not provide this -security blanket- ­
CUIlOmerS will tuwe only one IoCIIIloop. Thus. If a new LSC can overcome these hurdles. it should have
re6IItiveIy UIIIe difficulty selling long distance in addition to tocal service.

-
1W For ex.npIe, IXCs wtII be dependent upon the FSC for access to the subscriber, and will be subject to
the .... acceu-toII pnce squeeze that can be found in the intraLATA market. The recent trend has been for
local telephone companies to reduce toll rates towards (and to) the level of access charges. This pricing
....egy reduces or e6minates the profitability of toll service for any competitor while allowing the LEC to
receWe the profits in access rates. This same str8tegy would be available to a FSC with resped to access to its
subIcI1ber base.
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to expect a multiplicity offacilities-bued access connections to the customer premise.
CertaiDly the established LEC will be one. Perhaps the cable company will be another.
In some locatiODl a power company, CAP or interexchanp carrier may construct loop
facilities. lQl One empirical question, however, is how many LSCs will compete for end
UM1' business in a pven local area, thus makinr up the "multi-bottleneck" in that zone.
We.sugest that for the foreseeable future the answer will be very few, probably a
maximum of two or three in most locales, 11/ and that only the LEe will ofter ubiquitous
facilities-bued service.

We also 8UIP8t that in a world where LSCs act as full service companies,
stand-alone lone diataace carriers will face two atratepc alternatives -- at least absent
adequate market safecuards. Pint, !XC. can serve niche markets with products that are
not offered by the "full aervice carriers," or in pocrapbic areas consistently overlooked
by intense competition. Or second, they can form aUjances with LSCs, thereby at least
preeervinr access to the customer base of their LSC partners. Ifwe are correct that
pnerally only two or three facilities-baaed LSCs will compete in a given area, then it
would follow that only two or three "full-service" alliances would emerge from the
consolidation of local and lone distance services.

This reconcentration of local and lone distance service would have profound
ccm.aequences for the telecomal\mic;atioDS industry. For example, it is difficult to see how
AT&T could structure relationships with enoup LSCs to preserve its current 65% share
of the switched services market. AT&T would require afliliation with 65% of the nation's

2W This ....assumes tIIIl for the fOf'eleUbie future wireless service will not be a dired substitute for
wnline. For reasons of COlt, MMce qwllty, and customer habit, we expect end users to continue to use
winafine access for the large majcMtty of their voice, data and video communications. We foresee eventual
convergence of the wireIne IoopIIO thIt CUIIomers may no longer need to obtain cable television separately
from tetephony (though the speed with which this Is likely to occur Is a subject we do not address here). This
convergence, however, would limply IoqIw the dependence of stand-alone long distance and information
companies on access to that single loop.

we emphasize that we are in no My undereltirMting the potential of wireless technology to meet potentially
enormous CUItOrrIer denwId for new mobile services. Quite the contrary. But it is useful to note that the twin
dHemmas of the -multi-bottIeneck" and the "full Mrvice LSC- are equally preMnt there. An end user will
choose only one vendor for Its wireless "loop.. All other vendors will require access to that loop to reach the
mobile end user. And discrimination tMIccH1* a Mrious danger when that wireless provider competes with
IUnd-aIone vendors in, for example, the long dtstance market. The same pressures toward reconcentration
thIIt we 8ddntIs above in the context of the wireline market help exptain the AT&T-Mceaw and MCI-Nextel
transactions in the mobile Rrvices market.

,

Z1l Auuming favorable cadions, we do not rule out that greater pockets of competition may develop for
the most desi...bIe customer 1ocIIJons. ConverNly, we .... skeptical that facHitte.b8sed competition will come
soon to men rural ...no IMler how quickly it comes to the rut of the country. Aga;n, however, we want to
reernphuize that this PIlI*' '1"" thlt conditions wiU develop that enable • carrier to offer local exchange
servICe in competition with the incumbent LEe in the first p&ace. Accepting this 8SSUmption is not intended to
diminish the very real barriers to this competition, barriers that have barely begun to be tested by new entrants.
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local loops, which presumably is not pouible. In this sense local competition could be
particularly threateniDr to that carrier. 211

The implications of the multi-bottleneck would be played out in other
markets as well. IDformation servicea would be juat as captive to the LSCs as any other
stand-alone vendor. One could imqine each ofthe few "full-service companies" offering
its own on-line data service, or its own video service, and imposing discriminatory
charps to stand-alone service vendors who want to compete to serve the LSC's
particular captive bue ofcustomers. The vertical intecration that has developed in the
cable television market is perhoaps a tellinr predictor offuture diversity dangers. Just as
video procram services.have tended to find it necessary to alien with major cable
operators to achieve adequate carriage opportunities, so non-video services could face
similar pressures to alien with one or the other of the "full service" LSCs in an area.

In summary, we fear that the following dynamic could unfold:

*

*

*

*

CAPs enter and quickly recognize the limited opportunity present in the
!XC access market. As a result, their focus rapidly turns to providing
service directly to end users.

Competition for the end user does not honor traditional divisions
between local and lonr distance. Once committed to a strategy of end
user connectivity, entrants compete as full-service providers,
effectively eruiDc conventional boundaries. MFJ restraints on
RBOCs fall in time.

Interexchanp carriers see no appreciable reduction in the market
power of accees providers despite competition for the end user. Once
an end user has selected between the incumbent LEC and the
entrant, its choice will then be a monopoly as far as other providers
are concerned.

As customers turn to FSCs, the viability of "stand-alone" providers
dimjnishes. IXCs thus seek mergers and stratecic alliances to
reinteerate local and lonr distance services. Similar concentration
appears in the information services industry.

aJI It II unaIeIrwMt .... AT&T would take to nlt8in Its cunent position in a reconcentnded market. Its-..1••• of McCIIw does nat ..... immecIIItety .....vant~, as we note above, wireless access Is
unIIIIIr to be .. etfedive IUbItItute for wireIine IICCIII within the fores.able future. Presumably AT&T would
nat Ill"" to merge with one or more RBOCs, yet without such • revel'Slll of divestiture AT&T's options may
be liWiled.
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*

*

Absent appropriate recuJ.atory policies, the number of surviving
providers coIl8p1e8 to reflect the economic characteristics of the least
competitive submarket: local exchanee service.

Reconcentration results in fewer choices for consumers, less price
competition, lower service quality, and reduced opportunities for
entrepreneurs to brine innovative new services to market.

This reconcentration scenario contradicts one of the central policy objectives
supportinrlocal competition: increased diversity among providers. 231 We believe that
recuIation will have a chmrinc role to assure that robust retail competition is not
sacrificed to achieve more limited local competition. This leads us to the final topic of
this paper, a preliminary sugestion ofsome ceneral regulatory principles that must
accompany local competition to protect diversity and customer choice. In particular, we
suaelt that attention tum to the development of a "resellable" local exchange product
that can easily be ofrered by retail competitors (such.as long distance companies and
information providers) so that they may also compete in a fully reintegrated market.

ID. Replatory Responses to Advance Diversity

The vilion of a transparent fiber hirhway with a multiplicity of services and
providers is a bold and important d8velopment that should be pursued. But the current
debate is missjnc the key issue: how to protect diversity from fallinr victim to the very
real threat of reconcentratlon discussed above. We do not yet have the answers.
However, we have identified several rerulatory principles that should be considered as
the debate progresses.

Principle One: Equal Access OblWation.s Should Estend
to All Access Providers

First, local CCDpetition rules should protect the ability of long distance and
infOl'lllation aervicea companies to reach their potential customers to sell them stand­
alone products, and to terIIlinate their communications ubiquitously throughout the local
service area. This principle may seem obvious from the discussion above, particularly
becaue it is pneraJly couiatent with the regulation that has applied in a monopoly
"ope bottleneck" world. The principle recognizes that the "multi-bottleneck" scenario

1:11 The scenario certainly CGfttIwIids the basis for the divestltuN of AT&T in the first place. DiVestituN
pa•••d ttIIlt by.......,. the Ioc.I Md long diIIance Industries, the degree of concentration in the local market
~ a monopoly) would not pnICIIude devllopment of a ... concentnlted structUN for long distance and other
....... But jUit • divelllture .. ttMt promise of encouraging supplier diversity, recombination can be
eJrI**Id to have the oppoIIe etfect: I concentration among long distance providers to match the number of
local canters, and similar trends In related information markets.
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is ODly maqiDally preferable to today's dependence on a single access connection because
the market power of the access provider is only superficially diminished.

We believe rep!atory policies still will be needed in a "multi-bottleneck"
market structure to assure that the &CCeU provider role does not contaminate
downatream markets. Maintaininc a robustly competitive market for telecom services
requires open access to local networks, even when there is more than one LSC. It is
useful to equate new LSCs with independent telephone companies, for that analogy
makes clear why oncoin. relUlation will be necessary. To serve customers today, an IXC
must purchase oririnati.nc access from each of the LECs in its target market area, as
well as terminatinc accell from all LECs nationwide. Local competition only creates
opportunities for new "independent" LSCs to join the existing LECs, further subdividing
control of the nation's loops. IXCs therefore will have even more access vendors to deal
with to reach the same overall customer base. But the need for regulation of all LSC
access, including the loops of new "independent" entrants, remains unchanged.

The "independent telephone company" analogy is appropriate because new
LSCs themselves are calline for the same rirhts of interconnection with established
LECs that the LECs new share among each other. But ifnew LSCs are to be allowed
into the LEC club and liven such riots, they must also bear the responsibilities that
come with beine an exchanre carri~r. From the perspective of the nation's diversity
pals, the most important of those responsibilities is to provide reasonable and non·
diacriminatory access to other vendors.

To date, however, virtually no serious attention has been paid to the
question ofhow entrant local loops should be reculated to ensure that other telecom
service providers have access to their customers. We also are concerned that failure to
recuIate new LSCs adequately may lead to premature deregulation of the LECs
themselves. Any reculation uniquely applicable to the LEC may be perceived as "unfair"
and ultimately evaporate, reinforcing a trend towards industry consolidation and
diversityloss. ~I

We note that LSCs themselves will require equal access rules to ensure that
they can interconnect with each other. It is obvious that LSCs will need access to the
incumbent LEC. To the extent equal access has received any attention in the context of
local competition, the focua has been here. But it also is a fact that in the future the
LEC may need access to LSC loops, and certainly LSCs will need access to the loops of
each other. Thus, resolution of the equal access issue is fundamental to both the .,
development of local competition, and the protection of a diverse industry dependent on
access to the loops of all LSCs.

'IN LECs, of course, already are calling for their own deregulation based on the spectre of local
competition.
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It will be a challeqe to think throuCh these problems and design a
replatory structure that protects contiDuine access opportunities for retail long distance
and information service companies in a meaniDcful way. We believe that it may not be
satisfactory simply to extend the rules currently applicable to LECs to all LSCs (though
even that is not currently under diacuuion). Our measap here is that local competition
will create entirely new and more complicated market problems. New rules for both
LECs and other LSCs may be needed. The leuon of divestiture (and perhaps the cable
industry) sugests that 8U'UctUral remedies &lao may be necessary". For example, it may
alao be appropriate for LSC. to sell their facilities-baaed local loops and other services at
wholesale rates, separately from their retail end user services, particularly if those retail
services involve bwuDiDC oflocal and other services as we predict.

We are aware that pendine lecislation such as the Markey-Fields Bill in the
House of Representatives and the Hollinp Bill in the Senate contain provisions on equal
aa:eas, and that some of thoee provisions would apply to new LSCs as well as the LECs.
However, we would sugeet that those proviaiol18 do not adequately address the full
implications of the "multi-bottleneck" world to come, or the new discrimination problems
that will arise as LSCI ipore current market lines and become "full service companies."
In particular, we are troubled by suautions that LSCs, including LECs, should be
dereculated as local competition deyelops. This position ignores market realities. 121

Our COal here is not ambitious because we do Dot purport to have the best
answers rerardinr how equal access can be assured with the least possible dependence
on recuIatory oversipt. We only want to encourap the debate to begin -- and for that
debate to recopize that reconcentration will occur without adequate equal access rules
applicable to all carriers who share the "multi-bottleneck" through their control of local
loop facilities.

Principle Two: Local SeMJice Should Be Available
for Ruale on a "Wholesale"Basis

Second, and more important, local competition rules must protect the ability
of DOD-LSCs to otter their own bundled full service packages easily in competitioD with
the LSC8. Indeed, we view this principle as central to the future competitiveness of the
telecommUDications industry itself.

2IJ we '-'18 for ...... time the question of when consumers will face suffICient competition for their
IoaIIIIoop business to jUltly derlgullItIon of the prtcing of thole loops. this will depend on many factors,
indudInD how the market power of LEes is constrained while local competition develops, and how oIigopolistic
a IoclII market develops. But .... questions are completely imIIIylnt to the question of when it would be
.......... to deregUlate the rates and terms tNd ai, LSCs charge other competing vendors for Iccess to their
CUIlOmer loops. Such deregulation will be inconsistent with diversity galls for the foreseeable future.

• 17-



We have explained why facilities-bued local competition (if it occurs at all)
is likely to be hicbly concentrated with only a few providers. Further, we expect LSCs to
o1I'er bundled local and loDe distance products that will ultimately lead to a
recombination of these submarketa. In that case, the key to continuing diversity is
m-kine sure that~ vendors (such as lone distance companies) aWl can offer bundled
"local" and "lODe diataDce" service products. Put simply, in a world where the relevant
market is all te1ecommuaicatioDs, diversity depends on the ability of many firms to resell
bottleneck local network service on the same bundled basis as the LSCs themselves.

This principle comes with an equally important·corollary: local service must
be "bundle-friendly" for resale. By this we mean that LSCs should be required to afTer a
wholesale local service product that can be easily grafted on to the retail service of a
stand-alone vendor. LocicallY, each LSC also should be required to reflect those same
wholesale prices in its own bundled service products as a check on discrimination.

We r8COlI'i re that this proposal departs from the conventional view. Many
have suaested that the path to increased local competition calls for JD2m unbundling of
the incumbent LEC's network into its component piece parts. However, while this
approach has merit from the perspective of a company wishing to be a facilities-based
local service~ it holds far less attraction to any company that simply wants to
use the local service of a LSC to offer its own full-service telecommunications product.
Because there will be far more of the latter than the former t diversity objectives require
at least as much emphasis on establishing the appropriate conditions for local resale as
for facilities entry.

Here an ana10cY to the early stares of long distance competition is apt.
Such competition was pOllible, as much as anything, because the FCC required AT&T to
make its WATS product available for resale. New entrants thus effectively had a
wholesale-type product that they could easily sell in competition with AT&T,
substituting their own network facilities (or resold AT&T circuits) over time if they chose
and where it was efficient to do so.

We would expect LSCs to offer one form of resale to each other. Specifically t

a LSC will offer a "terminatinr product" so that its local subscribers will be able to
receive communications Dom the subscribers of every other LSC. We expect that the
mutual dependence offacilities-based LSCs will assure that acceptable trafJic exchange
apeements are ultimately adopted (although regulatory oversight will probably be.
necessary at first).

However, the "bundle-friendly" product we call for here would take a
di1I'erent form and serve a diJferent purpose. We envision an end-to-end wholesale
product provided by each LSC that would be transparent to the end user when part of a
bundled service offered by (what is today known as) the interexchanre carrier. The
introduction of such a product would allow multiple service providers of virtually any
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size (iDc1udiDC, of course, new entraDts) to compete in a recombined localllong distance
market -- without haviDC to first alip with a LSC, or enrage in costly engineering and
network deairn to even partially provide local service on its OWD. 211

ApiD, we do not purport to have a precise solution as to how LECs and
other future LSC. should best structure their "bundle-friendly" wholesale products. Our
purpose here is only to emphasize the importance of resale to future telecommunications
diversity, and to encourap further debate on the specifics. 21/

Principle Three: Volume Discounts Are
Th.e Inherent Enemy ofDiversity

Our third principle recopizes that the ability of the public to use the
"information hirhway" ultimately depends upon how local access to the highway is
priced. If the tolls are set too hirh, usage will be artificially depressed. However,
diversity consideratioDl teach us that price discrimination is a more serious problem
than the absolute level of rates.

As discussed above, fiber-based telecommunications exhibits a production
cost characteristic that is decidedly unique: hi(h construction costs with virtually no
variable component. UI This cost structure could lead to declining' usale prices that
facilitate an explosion of new "mariinal" uses that collectively transform our lives. nl
Or, priciDC systems could be adopted that provide low cost transmission to only the
favored larp customers (and stratepc partners) of the LSC, while new entrants and new
services face much hieber prices.

.. The ONA unbundling appr'Ollch. which forces competitors to -piece together" networks to offer services,
is too COIIIy and compIic8ted for the purpose we describe heN. We acknowledge that an LSC entrant is likely
to need this approach • It conftgIns its own local netwoftt. But exclusive reliance on an unbundling
mechantIm will impose its own bllnier to entry if every market participant must design a network at the local
level in order to offer Its services.

ZJI AJlIocaI providers could be required to offer an undertying IocII service that can be transparently
bundled by other companies. Under this approach, regulation would focus on the tenns under which the local
product could be combined with other services. and on price discrimination problems.

2IJ The only technology with comparable cost characteristics is hydroelectric generation. Even here,
however, there can only be so much rain, while the electronic capability of fiber transmission systems increases
every year.

.. For IRItance. the impact of eMc:tricity on our lifestyle is probably due less to the core applications of
"-lIng and coofing than to Its "rMrginar uses (lighting. toasters. irons, stereos, televisions. hair dryers. pencil
.......... and 10 on). SlmUarty, flbertransmislion technologies will reduce the cost of core
~~ionI (vok:e tranImiaion) and make economic such new -marginar uses as home
1tIopping. bIInIdng, on-line int8l'llCtive video challenges between adolescents miles distant from one another,
etc. By the end of this decade, we expect the cumulative advances from all these ,lttle new services- could
v8ltly overshadow the network's role in voice transmission.
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The information rich, diverse network that sits at the core of most policy
visions of this industry cannot be realized unless all service providers enjoy access to the
network. This much is understood. What is ipored is the pricing implication of this
vision which presuppoaes that each provider enjoys economic access at non·
diacriminatory prices.

We foresee a world where LSCs have incentives to favor their own services
most of all, and secondarily to favor larp incumbent users of network services. Such
price diacrimination could collie to be a permanent barrier to entry by new
telecommunications companies otferinC innovative and more efficient services. For
example, a lon, distance company will not necessarily benefit from its own network
efliciency ifit su1fers an artificial penalty at the access level. And a small information
company will not pin an independent foothold in the market, no matter how desirable
its product. if a larre company can distribute a similar product at far less cost due to
access-related diacrimination.

The natural tendency of access providers will be to introduce substantial
volume diacounUnI strat.e&ies into their pricinC because they have low variable costs and
the need to recover their investment. Thus, while the network is intrinsically shared
and each user IhmWl face the same economically determined price, strong incentives
exist for diacrimination. These volUme discounts. however. are effective barriers to
entry because they place new entrants at a competitive disadvantage with incumbents
with tramc, and they reward the larre at the expense of the small.

The problem created by such pricinC pes to the heart of the "information
hichway." An informatioD diverse environment will not evolve simply from the
boardrooms of a few larp carriers. The history of the American economy demonstrates
time and time acain that innovation is the province of the entrepreneur. For the full
benefit of the information highway to be realized, artificial barriers that needlessly
disadvaD,tage the small entrepreneurial firm must be prevented.

It is limply not pouible to reconcile the diversity goal with pricing systems
desiped to encourage CODCeJltration. Recognizing that the incumbent provider will
dominate the market and establish pricinC strategies. regulators must confront this
dilemma directly. and replate network prices to guard against diacrimination.
Structural remedies ultimately may be the least intrusive means of assuring this result.
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Conclusion

There is a lChool yard system that relies on a bat to decide issues of
importance (who chooaea first, which team is home). Under this system, opponents
sequentially place their handa over one another until one reaches the end.

We believe that a similar process is underway in the telecommunications
industry, with the end user located at the "end of the bat." Local competition will brinr
competition closer to thillOU1'C8, but in doine so, we expect that the prevailinr industry
boundaries and structure will be sipiftcantly disrupted. The end result could be a

. substantially leu competitive industry u ita orpnization becomes dominated by
competitive conditio~ at the local level.

We believe that such an outcome is inconsistent with the nation's avowed
coal to increase the competitiven888 of the indUltry and encourage greater diversity in
products, suppliers and prices. Yet until the public debate recopizes the probability of
concentration, and of recombination of the local and lonr distance markets, a serious
dilcuasion of the meuurelneeded to protect diversity will not occur. In our view,
diversity will survive local competition only in combination with other policies intended
to facilitate acceu, resale and non-discrimination. We encourage an active national
debate over the lCOPe of those policies.
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